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Abstract 

Access to loans and other financial services is extremely valuable for micro, small and medium-sized 

enterprises in developing and transition countries as it enables their owners as well as their employees 

to exploit their economic potential and to increase their income. Although this insight has led devel-

opment aid institutions to undertake many attempts to create sustainable microfinance institutions, so 

far only a small fraction of these efforts have been successful. 

This article seeks to explain what determines the success of attempts to provide financial services, 

and credit in particular, to low-income target groups in developing and transition countries. We argue 

that it is crucial to understand, and to mitigate – or, if possible, eliminate – the numerous incentive 

problems of a serious nature that are encountered in practice at the level of lending operations and in 

the areas of human resource management and governance in microfinance institutions. We attempt to 

show, moreover, that the presence of unresolved incentive problems at one level will ultimately 

undermine any potential for success that may exist at the other levels. 

In our paper, we first analyse information and incentive problems from a theoretical perspective, 

using and extending the well-known Stiglitz-Weiss model of credit rationing, and derive theoretical 

requirements for the solution of these problems. Against this background, we then discuss how 

problems are solved in practice. Section 3 deals with the credit relationship. Section 4 extends the 

argument by showing how incentive problems within microfinance institutions can be addressed, and 

section 5 analyses corporate governance-related problems encountered in development finance 

institutions as incentive problems. In section 6 we show why – and how – the incentive problems at 

the various levels, as well as the solutions to these problems, are interrelated. From this we derive the 

proposition that, as the institutional mechanisms for dealing with these problems constitute a comple-

mentary system, the achievement of a sustainable solution at any level presupposes the existence of 

consistent arrangements of all elements and at all levels of the system. In the final section we will 

demonstrate the potential of strategic networks to create institutions which we consider to be 

consistent systems that can resolve the problems found at all three levels simultaneously. 

 

Keywords: Development finance; institution building, credit rationing; corporate governance, net-
works  

JEL classification: O 16, 17 



1.  Introduction and definition of the problem  

Development finance deals, at both a theoretical and at a practical level, with the financial system in 

developing countries and transition economies in general terms. By contrast, the more specialised 

discipline of microfinance focuses on the question of how low-income segments of the population – 

and particularly small and micro entrepreneurs, small farmers and other self-employed persons from 

the lower social strata – can obtain improved access to credit and other financial services.  

There were a few writers who began quite early to criticise in no uncertain terms the general policy of 

the developing countries with regard to their financial sectors – as well as the development-aid policy 

of the industrialised countries in the 1960s and ’70s, which accorded well with the policy pursued by 

the developing countries. These critics advanced arguments drawn from economic theory to make 

their case.1 However, in the past neither development finance in general, nor the specific discipline of 

microfinance, were really taken seriously in the sense of being seen as an appropriate area of inquiry 

for mainstream economic literature. Thus, it should come as no surprise that, for a very long time, 

development finance practitioners were not influenced to any significant extent in their work by 

economic theory.  

More than a decade ago, however, the situation began to change fundamentally. One crucial reason 

for the heightened interest of mainstream economic researchers in microfinance has been that in 

practical development-finance work in the provision of finance to small and micro enterprises – i.e. in 

the field generally known as “microfinance” – successes were achieved that would previously have 

been inconceivable. By adopting a clear commercial orientation and ensuring that measures ad-

dressed the difficult problems entailed in financial institution building, practitioners have succeeded in 

creating several dozen financial institutions in developing and transition countries which are financially 

stable, and indeed profitable, and which provide their services to a large number of poor customers 

who would probably not even be allowed to set foot in the credit departments of conventional 

banks.2  

These success stories have drawn the attention of mainstream researchers. However, developments 

in economic theory itself have been at least as important in terms of focusing attention on microfi-

nance. By adopting an institutionalist approach, economic theory suddenly developed a new interest 

in the phenomena which development finance practitioners have long regarded as crucial. It is now 

possible to demonstrate in theoretical terms that “poor people” do in fact have problems in obtaining 

                                                 

1  A good overview is provided by the two anthologies by Von Pischke et al., 1983 and Adams et al., 1984.   
2  A current list of these relatively successful MFIs can be found in the MicroBanking Bulletin. 
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access to credit, that the supply of credit available to them is limited, and that it is not sufficient to 

simply eliminate restrictions imposed by the state – i.e. to eliminate what is commonly known as 

“financial repression” – if the goal is to solve the problems that development activities in this field 

seek to address.3  

The “new institutional economics”, including what Joseph Stiglitz has called “The New Development 

Economics”, deals primarily with information and incentive problems, and does so at two levels. 

First, it identifies problems of this type as the cause of the difficulties which “poor people” have in 

obtaining bank loans to finance their economic activities; and second, it recognises that institutions – 

which can also be characterised as complex and durable incentive systems – might offer a suitable 

means of mitigating these problems. 

Our paper develops and illustrates the hypothesis that in development finance generally, and specifi-

cally with regard to microfinance, the principal challenge is to mitigate incentive problems that make it 

difficult for providers and (potential) users of financial services to come together in the marketplace, 

and to create incentives that make it economically rational for them to do business with each other. 

Moreover, it seeks to promote acceptance of the methodological insight that this is the right way to 

approach such problems, both in theory and in practice.4 In this context it is necessary to distinguish 

between three levels of incentive problems, and thus also between three levels of institutional design 

(see Fig. 1).  

Fig. 1: The various levels of incentive relationships involved in MFIs 

                                                 

3  On this point, see in particular McKinnon, 1973, Shaw, 1973, and Diaz-Aljandro, 1985, as well as Tschach, 
2002. 

4  For an earlier attempt with the same intention, see Krahnen/Schmidt, 1994. 
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The first level consists of the lending operation, and hence the relationship between lenders and 

borrowers and the market for small and micro loans. A borrower who conforms to the concept of 

human nature assumed by economists “naturally” does not want to pay back a loan that has already 

been disbursed to him/her. Furthermore, in many developing countries and transition economies, it is 

very difficult to use the legal system to enforce contractual obligations to make interest and principal 

payments. That is the reason why microfinance institutions (MFIs) have to be able to find methods of 

persuading their borrowers to pay back their loans, with interest, on time and in full which are not 

only effective and inexpensive, but also socially acceptable.  

The second level refers to the internal structure and operating methods of MFIs. The objective here 

is to develop strong incentives for employees, and especially loan officers, which induce them to 

issue a large number of small loans and also to see to it that they are repaid. Incentives are also 

needed for staff in management positions to ensure that, despite the presumed higher cost of issuing 

small loans, they do not stop serving small and micro entrepreneurs, who constitute a particularly 

important target group from the point of view of development policy, yet at the same time focus on 

maintaining the financial sustainability and soundness of the institutions they manage.  

The third level of incentive problems concerns the interaction of three groups: (1) those who manage 

an MFI, (2) those who provide its equity, and (3) those who offer funds for technical assistance. 

At this level, the problem of the ownership structure and corporate governance of an MFI is posed 

– a problem which tends to be particularly acute when the institution in question is financially suc-

cessful – and it is the way in which this problem is addressed, more than any other factor, that 

determines whether an institution of this kinds remains viable in the long term, and also whether it 

remains relevant as an instrument of development policy in the long term.  

We begin our contribution in section 2 with a description of the well-known model devised by 

Stiglitz/Weiss (1981) to depict credit rationing. Our purpose in describing and then expanding this 

model is twofold. The model not only demonstrates that micro and small enterprises face a financing 

problem and shows why this is the case. It also points towards possible methods of resolving this 

problem which can be put into practice within the framework of a lending methodology specifically 

tailored to this target group. In section 3 we discuss how this can be done, proposing a strategy 

which seeks to resolve the incentive problem encountered at the first level. In addition, the Stiglitz-

Weiss model provides a theoretical framework within which the internal incentive problems that arise 

within the MFI, and the incentive problems at the level of management, investors and donors can be 

addressed – which we do in sections 4 and 5. In section 6 we discuss in a generalised form the 
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interdependence of the various incentive problems and their possible solutions at the three levels, and 

in section 7 we describe a possible means of resolving this set of interconnected incentive problems.  

2. Theoretical analysis of principal-agent incentive problems 

This section investigates incentive problems in principal-agent relationships. In the first two sub-

sections we discuss the impact of information asymmetries on the credit supply provided by banks. 

Using the Stiglitz-Weiss5 model, it will first be demonstrated that asymmetric information can lead to 

a situation in which it would be detrimental to the banks if they were to raise interest rates above a 

certain level. As a result, the pricing mechanism which could serve to clear the markets is rendered 

ineffective. In the second subsection, several highly restrictive assumptions of the Stiglitz-Weiss 

model are suspended in order to analyse the impact of information distribution on potential recipients 

of small loans. The subject of the third subsection is whether the analysis can be applied to other 

principal-agent relationships, i.e. employer-employee relationships and business relationships. The 

fourth subsection then derives possible solutions from the theoretical analysis. 

a) The Stiglitz-Weiss model 

This subsection contains a brief summary of the key arguments presented in the well-known, influen-

tial article by Stiglitz/Weiss (1981). A detailed derivation of the results will not be presented here. 

Figure 2 summarises the basic features of the Stiglitz-Weiss model. The third quadrant (bottom left) 

represents a savings function in which it is assumed that there is a positive correlation between 

savings volume (S) and the interest rate on savings and deposits (r). However, there would be no 

fundamental change in the results even if the savings volume were completely inelastic with respect to 

interest rates. The return on the banks’ lending activities (r) must be at least as high as the deposit 

interest rate. For the sake of simplicity the banks’ return is assumed in the following to be equal to 

the savings interest rate. The 45-degree line in the second quadrant merely transposes the savings 

volume into the first quadrant, where it represents the credit supply.6 

                                                 

5  See Stiglitz/Weiss, 1981, and also the presentation in Tschach, 2002, which we follow here. 
6  Owing to the multiplier effect, the banks can lend amounts which are a multiple of their deposits. However, 

because the multiplier is an exogenous factor and thus a constant, the result is merely a bubble which is as-
sumed to be already contained in the savings function shown on the graph. 



5 
 

 

Fig. 2: The central implications of the Stiglitz/Weiss (1981) model 

The first and fourth quadrants are of key importance. The fourth quadrant depicts the banks’ return 

(r) as a function of the lending interest rate (i). Proceeding from the assumption of asymmetric 

information distribution between lender and borrower, Stiglitz/Weiss show, on the one hand, that 

when lending interest rates go up, low-risk borrowers do not (cannot) realise their projects. On the 

other hand, for borrowers who continue to implement projects, rising interest rates provide an 

incentive to invest in increasingly risky projects. The banks must bear part of the risk, which is 

reflected in their returns: While the straight line in the fourth quadrant describes the correlation 

between r and i which would apply if there were no credit risk for the bank (r = i), r(i) represents the 

correlation which is in fact relevant for the bank. Stiglitz/Weiss have thus shown that when interest 

rates increase beyond a certain rate (imax), the banks’ returns must decrease. 

The first quadrant plots the credit supply of the banks (CrS), which is depicted through simple 

transposition in a four-quadrant system (unlike typical representations of supply and demand, the 

position of the axes here has been reversed). Although there is a point at which credit supply and 

credit demand intersect (B), this point represents an interest rate which is higher than imax (C). The 

banks are therefore not willing to charge such high rates as point B would imply, because in doing so 

they would reduce their own returns. Thus, they will disburse only Crmax credit at an interest rate of 
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exactly imax. By “refusing” to charge higher interest rates (i.e. prices), which would in turn reduce the 

demand which exists at imax, the banks render the market mechanism ineffective: The existing excess 

demand for funds cannot be absorbed by increased prices, but instead remains at the level plotted on 

the graph. 

Thus, it may be concluded that even without legal interest rate restrictions, information asymmetries 

can lead to “implicit” interest rate ceilings; this in turn prevents markets from clearing and leads to 

credit rationing.7  

b)  Elaborations on the Stiglitz-Weiss model 

We shall now extend the Stiglitz-Weiss model in order to draw conclusions regarding the impact on 

the supply of credit to small enterprises. The assumptions made by Stiglitz/Weiss which are problem-

atic in this respect are that   

 a) all borrowers demand credit in equal amounts,   

 b)  all borrowers have the same expected RoI on their projects, and   

 c)  transaction costs need not be taken into account.  

These three assumptions shall now be suspended. Depending on their size, enterprises achieve 

different RoIs,8 demand loans of varying size, and generate varying transaction cost levels expressed 

as a share of the loan amount. How do these changes affect the model as depicted above? 

An increase in an enterprise’s expected RoI will, owing to higher anticipated profits, in principle have 

two effects: on the one hand, the risk borne by the banks at a given interest rate decreases (distance 

to the 45° line); on the other, the interest rate at which banks can maximise their returns, imax, 

increases. As a result of these two effects, the return function for the banks, r(i), is extended down 

and to the right. The level of the transaction costs incurred by the banks is not a function of the 

interest rate charged, and, as a result, factoring in the transaction costs causes an upward parallel 

shift in the return function. 

Fig. 3 illustrates these correlations separately for small and large loans. Small loans are granted to 

small enterprises with higher RoIs, and thus the return function of the banks which applies to them, 

                                                 

7  Credit rationing as a consequence of external interest rate ceilings, e.g. imposed by central bank regulations, is 
shown by González-Vega, 1983 and Tschach, 1995. 

8  Empirical surveys of borrowers from Caja Los Andes in Bolivia have shown that the marginal productivity of 
the capital invested declines steadily from over 1,000% p.a. for the smallest enterprises to approximately 40% 
for this institution’s largest credit customers, i.e. enterprises with total assets of between US$ 10,000 and US$ 
30,000. 
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r(i) gross
small , is relatively flat. However, this function does not yet take into account the banks’ transaction 

costs. Because transaction costs are relatively high for small loans, this causes a relatively strong 

upward shift in the return function, so that it extends into the field of negative values in the fourth 

quadrant. The net return of the banks, less transaction costs, is depicted by the function r(i) net
small . 

 

Fig. 3: The expanded Stiglitz-Weiss model 

The analogous function for large loans is relatively compressed; the distance between this curve and 

the 45° line increases more than the function r(i) net
small  as the interest rate rises. However, because the 

banks’ transaction costs, expressed as a percentage of the loan amount, are significantly lower for 

large loans, the curve is not shifted upward as strongly; r(i) net
l earg  is the function which represents the 

banks’ net return on large loans. 

From this juxtaposition in the fourth quadrant of Fig. 3 it is clear that, although the interest rate at 

which banks can maximise their return is substantially higher for small loans (i small
max ) than for large 

credits (i max
argel ), the banks’ return, r(i), is nonetheless higher for large loans. The only case in which the 

banks’ return on small loans will be comparable to what they can earn on large loans is if the interest 
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rate in the market for large loans is lower than icrit. If it is, large loans would be granted at an interest 

rate of icrit, while small borrowers would have to pay the much higher interest rate of i small
max .9 It should 

be noted that despite the considerable difference in interest rates, the banks’ net return, r small
max , would 

be identical for both groups of borrowers. 

The credit supply curves transposed into the first quadrant, and with them the resultant equilibriums in 

the markets for small and large loans, require a great deal of interpretation as they would only be 

valid if the entire volume of savings mobilised were channelled exclusively to the respective group of 

borrowers. The necessary analysis will be performed on the basis of the Fig. 4. 

 

Fig. 4: The credit supply provided by banks according to the expanded Stiglitz-Weiss model 

In this graph, the conditions for the credit supply presumed above are juxtaposed with three possible 

credit demand functions for large borrowers. If the demand of large borrowers is equivalent to 

Cr l e
D
arg
2 , an interest rate higher than icrit will emerge in this market segment at which the banks’ net 

return is higher than the return they could earn in the small loan market. For this reason, the banks 

will only grant large loans, and completely ration credit to small borrowers. If the demand for large 

                                                 

9  icrit is the interest rate for large loans with which the bank earns the maximum net return attainable in the small 

loan market (r small
max ). 
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loans corresponds to Cr l e
D
arg
3 , then even large borrowers will be subject to credit rationing, because 

demand will also exceed the maximum possible supply at an interest rate of i l earg
max . 

Loans will not be offered to small borrowers at all unless the demand for large credits intersects the 

supply function at an interest rate which is lower than icrit. In the case of the demand curve plotted 

here, Cr l e
D
arg
1 , the credit volume available to small borrowers would correspond to the difference 

between supply and demand in the large loan market at an interest rate of icrit (maxCrsmall
S ). The small 

loans would then carry an interest rate of i small
max . If the demand for small loans is larger than 

maxCrsmall
S , credit rationing would also occur in this market segment given a Cr l e

D
arg
1  demand situa-

tion. Only if the demand is smaller than maxCrsmall
S  will interest rates decline for both small and large 

loans, and they will decline in such a way that the net return for the banks, r(i), is always the same in 

both segments of the market. 

c) The applicability of the model to other principal-agent relationships 

The first two subsections analysed the principal-agent problems arising in credit relationships and 

their impact on the supply of credit. In this subsection we briefly show that the Stiglitz-Weiss model 

can also be used to investigate employment relationships and business relationships. 

As in a credit relationship, information asymmetries also exist in employment relationships and 

business relationships. The principal cannot precisely gauge the performance of the agent, ex ante 

even less than ex post. The amount paid by the principal to the agent corresponds to the loan amount 

in the credit relationship: it is known ex ante and fixed. However, in contrast to the loan agreement, 

the employment contract does not set the amount of the “loan repayment” in advance; rather, this 

amount is a function of the value of the work performed for the principal. This value is determined in 

part by the agent’s skills and qualifications and in part by the amount of effort he/she exerts and the 

quality of the decisions he/she takes. Whereas the qualifications of the agent, and the amount of effort 

he/she exerts, have a significant bearing on the expected value of the services provided to the 

principal, the agent is able, by means of the decisions he/she makes, to influence the distribution of 

the returns which may accrue to the principal (and thus of the risks the principal incurs).  

What makes these principal-agent relationships particularly problematic is that the agent does not 

usually provide any kind of “collateral”, i.e. does not assume liability for poor results. Instead, he/she 

will always try to disguise poor results by making them appear to be the consequence of unfortunate 

circumstances, even though they may in fact have been caused by insufficient effort, lack of qualifica-
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tions or even “wrong decisions” which were taken intentionally – e.g. decisions by loan officers to 

issue loans to friends and relatives who were not creditworthy.  

d) Possible solutions from a theoretical viewpoint 

In this sub-section we present some general approaches to resolving the aforementioned problems, 

as suggested by theoretical analysis. The specific forms that these approaches could take when 

applied to the respective principal-agent problems are outlined in the following sections.  

The theoretically derived problems are inevitably based on the assumptions underlying the model. 

Consequently, approaches to solving these problems, whether in theory or in practice, must take 

these assumptions as their starting point if the results respond sensitively to changes in the assump-

tions, and show ways in which targeted measures can alter the particular circumstances described in 

the assumptions. 

In the model presented above it is assumed that the expected value of the returns is known to the 

principal and that it is equal for all agents (or groups of agents, i.e. small entrepreneurs and large 

entrepreneurs). This is a gross simplification and a rather optimistic assumption. On the other hand, it 

is assumed that the principal is totally incapable of gauging the distribution of the returns, which is a 

very pessimistic assumption because he/she can certainly try, by undertaking various measures, to 

acquire information about the distribution of the returns. At a theoretical level, therefore, the derived 

principal-agent problems could be resolved, or at least mitigated, if the principal were able to gauge 

with a sufficient degree of accuracy the expected value and the distribution of the returns generated 

by the agent.  

The model described here is a single-period model in which a decision is taken at the start of the 

period and the results are not ascertained until the end, at which point they must simply be “ac-

cepted”. In practice, however, it is possible to detect inappropriate behaviour (whether in the form of 

inaction, errors or conscious decisions) not only at the end but already during the period by monitor-

ing the credit, employment or business relationship. The normal procedure involves predetermined 

reactions, such as penalty interest or reductions in pay (e.g. in performance-based remuneration 

schemes). These mechanisms take into account not the distribution of the returns which is known ex 

ante only to the agent – but only the actual result up to each relevant point in time.  

In particular, a single-period model cannot accommodate incentives that have a long-term effect. If 

the continuation of the principal-agent relationship is conditional on the performance of the agent, and 

if this relationship has a high (net present) value for the agent, the incentives to behave in an uncoop-
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erative manner are reduced and the problems derived above are mitigated. At the theoretical level, 

therefore, the principal must attempt to increase the value of the future principal-agent relationship for 

the agent. The net present value of this relationship corresponds to the value of (additional) collateral 

which the agent stands to lose in the event of poor results. 

Overall, therefore, it is advisable to minimise the short-term incentives for the agent to behave 

inappropriately, and to maximise the incentives for the agent to behave cooperatively. If the long-

term incentives outweigh the short-term incentives, it is economically rational for the agent to behave 

cooperatively, i.e. in the manner desired by the principal. 

A necessary precondition for the use of this approach is that the actual performance of the agent can 

be measured sufficiently accurately. This is not particularly difficult in the case of a loan agreement, as 

the performance consists of precisely measurable repayment instalments. In the case of a loan officer, 

it is already somewhat more difficult, as the quality of his/her decisions, i.e. the default or loss rate on 

the loans in “his/her” portfolio, can only be ascertained with a time-lag, and because short-term 

incentives (bonus payments) cannot be withheld until the repayment in full of all of the loans under 

his/her supervision due to the fact that his/her time preference rate will usually be quite high. Bank 

managers must perform tasks in so many different areas that an objective measurement of their 

performance, especially in the short term, is scarcely possible. The same is true of consultants who, 

while in the process of establishing and building a financial institution, may run into difficulties whose 

scope could scarcely have been predicted in advance. In general it can be said that the performance 

of an agent is more difficult to measure, the greater the range of tasks for which he/she is responsible. 

It therefore follows that “hard”, short-term incentives, i.e. performance-based pay schemes, are 

easier to apply, the narrower the range of tasks to be performed and the more quickly one can 

accurately determine, on the basis of measurable parameters, whether efforts have been successful 

or not.  

A further problem is the agent’s risk aversion, which can be assumed to be higher than the princi-

pal’s. If the performance of the agent is measured solely in terms of the actual result and is evaluated 

according to precise, predefined parameters, the agent bears not only the risk associated with his/her 

performance, which he/she is of course able to influence, but also the risk of an unexpected deterio-

ration in the external circumstances, e.g. macroeconomic crises. These risks are not an outgrowth of 

the agent’s performance, and therefore, from a theoretical viewpoint, he/she should not be made to 

bear them. The conclusion to be drawn from this is that his/her performance should not always be 

measured and evaluated according to predefined parameters, but rather – in certain cases – accord-
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ing to a comparison with the results achieved by his/her peer group. This applies not only to bor-

rowers but also to loan officers and banks’ middle-management staff, although it presupposes that 

institutions will have a certain minimum size which prevents the members of the peer group from 

“coordinating” their behaviour. For this reason, the same mechanism would be of only very limited 

use as a means of influencing the behaviour of bank managers and consultants. 

3.  Incentive problems in a credit relationship, and how to overcome them  

Assessing the willingness and ability of potential borrowers to repay a loan poses one of the key 

problems faced in banking. A potential borrower has strong incentives not to declare information 

openly, or to gloss over problems, if he/she thinks that these factors might cause the bank to reject 

his/her loan application. A bank which cannot distinguish between borrowers who are willing and 

able to repay and those who are not has reason to treat all loan applications with scepticism. Anyone 

who has received a loan also has an incentive to increase the risk associated with his/her economic 

activities, and thus also the credit risk, if his/her liability is, de facto, limited. This is precisely what 

Stiglitz/Weiss show: adverse selection and moral hazard are the fundamental causes of credit 

rationing in their model.   

The task of the loan officers and credit committees of a bank in a developed country with a highly 

sophisticated, functioning legal system is made easier by several institutional features that (are 

supposed to) make it more difficult and less attractive, from an economic and legal point of view, for 

borrowers to convey false information and exhibit the type of behaviour associated with moral 

hazard. These institutional features that characterise developed countries – a functioning legal system, 

a system of public ethics which does not approve of the act of deceiving and causing harm to banks, 

a separation of business units from family units, and suchlike – are not present to the same extent in 

developing and transition countries. So if one wishes to engage in lending operations in these coun-

tries, one must resort to other means of creating the same incentives. How can this be done, and how 

is it being done? 

We first consider the problem of assessing a borrower’s payment capacity, and, associated with it, 

the possible problem of adverse selection; we then turn to the problem of gauging the borrower’s 

willingness to pay, and, associated with it, the problem of moral hazard.  
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a)  Payment capacity and adverse selection 

In a developing country, the economic activities and the family household of a potential small or 

micro borrower tend not to be separate from one another. Money from various sources flows into a 

pool, and is taken from this pool to be used for various purposes. The size and frequency of the 

inflows are typically very uncertain, in an “objective” sense, and they are also difficult to gauge. 

Furthermore, certain outgoing payments, e.g. for medical care, children’s schooling, and certain 

social obligations, are perceived by the borrowers to be more urgent than repaying the loan. Even as 

a fictitious assumption it would be inappropriate to conceive of a loan as financing a particular 

project or a particular “undertaking”. The lending methodology has to take these circumstances into 

account, and the following are some of the tasks which an appropriate methodology must be able to 

perform:  

1. The delineation of the group of possible borrowers: The capacity of a potential customer to repay 

a loan can be more readily assessed, and assessed at reasonable expense, if his/her economic and 

social situation is relatively stable. This implies that, as a general rule, no start-ups should be financed, 

but only “entrepreneurs” who have already been pursuing their current line of business for a certain 

length of time.  

2. Information gathering: When assessing an applicant’s borrowing capacity, the totality of his/her 

revenues and expenditures must be ascertained, and also the degree of urgency associated with each 

payment. This also includes the revenues and expenditures arising from the “project” for which the 

potential borrower is seeking a loan, even though the precise amount of these flows will probably be 

more difficult to determine than the borrower’s other income and expenditures. Nonetheless, it is 

possible to obtain at least enough information on the overall “family budget” to gauge the probability 

of default for a given loan, i.e. taking into account a specific amount, interest rate and maturity. In 

order to do so the loan officer must be able to assess the potential borrower’s family situation and 

living conditions. This is possible, but only if the bank demands, and promotes, the requisite degree 

of commitment on the part of its loan officers, and their acquisition of the appropriate skills through 

training.  

3. Organisation of the process of information gathering: The required type and intensity of informa-

tion-gathering work has an impact on the way in which loan officers are selected, trained and 

compensated, as well as on the organisation of the lending process and even on the bank’s overall 

strategy: all of these elements must be geared towards collecting and evaluating information of the 
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kind that is not contained in the credit documents that are usually compiled by lending institutions in 

industrialised countries.  

Loan officers must have roots in the social environment in which they operate, and must be familiar 

with local conditions. They need to be given a clear understanding of how important “soft” informa-

tion is, and where they can obtain it. Loan officers engaged in this kind of lending will spend only a 

small percentage of their time at their desks at the bank; they are more likely to be out visiting their 

clients, because it is only at their customers’ places of work (and their residences) that the really 

important information can be found. Each loan officer must also be responsible for ensuring that the 

loans he/she generates are actually repaid, and this responsibility must be reflected in his/her remu-

neration. (For more details on this point, see section 4.) 

4. Organisation of the credit decision-making process: Experience from successful small lending 

programmes has taught us that experienced loan officers are capable of acquiring the necessary 

information, but also that it is difficult to assess this information. For this reason, it is helpful for a loan 

officer to be able to compare a given case with a large number of similar cases. An individual loan 

officer may be able to draw this comparison based on his/her own experience, and he/she can 

discuss his/her assessment with colleagues, giving due consideration to their experience and opinions. 

This is why it is advisable to have decisions taken by a committee in which each loan officer presents 

his/her cases to a group of other loan officers and defends his/her recommendations.  

5. Determining the appropriate loan size: The ability of a borrower to repay a loan depends in part 

on the size of that loan. In the case of so-called micro loans, it is advisable – at least in terms of 

being able to gauge the credit risk – to issue loans whose size is such that, even if the desired 

increase in income as a result of the loan does not materialise, and even if additional adverse circum-

stances arise, repayment is still possible.   

6. Loan terms and conditions: Short intervals between agreed payment dates allow the bank to draw 

conclusions from the borrowers’ repayment behaviour regarding their situation and possible changes 

in that situation. Wherever feasible, it makes sense to oblige customers to maintain a current account 

at the lending institution.  

7. Active monitoring: Finally, when assessing borrowing capacity it is important to bear in mind that a 

loan officer does not have to sit back passively and wait to see whether a default occurs. He/she can 

– and should – demand that borrowers who are in arrears meet their obligations, and visit them and 

urge them to repay, thus potentially reducing the default risk.  
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8. Incentives to disclose information: Adverse selection is a consequence not only of a lack of 

information on the part of the lender, but also of a lack of willingness on the part of potential borrow-

ers to provide reliable information. An MFI can set incentives to disclose. It can let the borrowers 

know that if it comes to light that they have provided false information, they will be “punished” by 

being barred from access to credit in the future. If the borrower can legitimately expect that he/she 

will continue to receive loans in the future provided that he/she discloses information in a fair and 

open manner, the short-term incentive to provide false information – which in the single-period 

Stiglitz-Weiss model is the only “rational”, the only effective and the only measurable incentive with 

respect to the provision of information – is replaced with a more long-term incentive to establish a 

reputation for credibility.  

In the Stiglitz-Weiss model, the bank’s level of information is a given. There are no loan officers who 

find ways and means of detecting the different borrowing capacities of potential credit customers 

who seem to be alike. If this occurs in reality, it means in the language of the model that it is, after all, 

possible to gauge the expected value and the distribution of the returns with some precision, at least 

in broad quantitative terms. Thus, good MFIs have arrears rates of 3% or less.10 The relevant best 

practice suggests that the Stiglitz-Weiss model overestimates the importance of adverse selection as 

a reason for credit rationing insofar as it is possible – albeit with a certain amount of effort – to 

resolve or alleviate this problem.  

b) Willingness to pay and moral hazard  

There are many things for which low-income borrowers in particular have a genuinely urgent need for 

money, so there is an incentive for them not to repay a loan that has been disbursed to them. How 

can incentives to repay be created? Many possible methods are available, and are indeed used by 

the successful MFIs. Anyone who does not repay a loan initially gains an advantage; yet this can be 

offset by disadvantages, and these disadvantages can be systematically designed. One method, 

which, although it is one of the traditional approaches, is difficult to implement in practice, is to secure 

the loan with collateral. In industrialised countries, collateral serves, at least in the conventional view, 

mainly to limit the lender’s loss in the event of default. In a developing country, this is not the primary 

function of collateral. Rather, collateral serves to hurt borrowers who deliberately seek to avoid 

repayment. Items of collateral are, in the words of O.E.Williamson,11 hostages to support ex-

                                                 

10  See Richardson, 2000.  
11  See Williamson, 1985, pp. 163 ff      
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change and cooperation, and a rational collateral policy is one that is designed according to this 

principle. The incentive not to repay a loan, which undoubtedly exists, can also be countered by an 

MFI if it makes use of the available legal means of collecting debts. Here too, the decisive factor is 

not so much the financial “return” yielded by the efforts to recover the funds, as the effect they have 

in influencing borrowers’ behaviour. However, a borrower’s decision whether or not to repay can 

only be influenced in this manner if borrowers are made aware that the MFI’s loan recovery policy 

provides for strict enforcement. All of this strengthens short-term incentives to repay and weakens 

incentives to commit wilful default.  

Short-term incentives not to repay can be outweighed by long-term incentives to repay, which can 

be created by rewarding “loyal” and honest borrowers with advantages in connection with future 

loan applications. The most important of these advantages is the very fact that they can expect to 

receive further loans. However, this “promise” will not be effective as an incentive unless the lending 

institution continues to exist in the future and can still “remember” the borrower. To meet this 

condition, it must be a stable financial institution, and it needs to maintain appropriate documentary 

records, and both of these attributes must be visible to the customers. The logic of the lending 

operation therefore has far-reaching consequences for the “corporate strategy” of an MFI: it must be 

an institution that is not only stable, but is also clearly recognised as being stable. 

In the literature, it has long been argued that the “opportunity to prove one’s reliability” is enough on 

its own to ensure that a loan is repaid. This is not correct; it is an exaggerated claim. However, the 

economic value of access to credit in the future is economically equivalent to an item of collateral that 

covers part of the value of a loan, and as such its possible loss is a counterbalance to the short-term 

incentive not to repay. Given plausible data constellations for time preferences and interest rates, the 

net present value of future access to credit works out to be roughly half the value of the economic 

advantage to be gained from the intended non-repayment.12  

The advantage of having access to credit at a later date can be reinforced if MFIs offer better terms 

and conditions to repeat borrowers, i.e. customers with a proven track record. They can be addi-

tionally rewarded with larger loan sizes, longer maturities and lower interest rates.  

In addition, there are further mechanisms which are based on social relationships. An MFI may 

behave in such a way that failure to repay its loans is regarded as socially unproblematic or even as a 

legitimate “act of political resistance”. However, it may also behave in such a way that it is seen as a 

                                                 

12  See Tschach, 2002a. 
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socially important institution, as a “friend and helper”, who does not deserve to be cheated. For this 

reason it is also important to ensure that each borrower has “his/her” loan officer, whom he/she 

knows personally and whom he/she ultimately must thank for enabling him/her to gain access to the 

institution’s valuable credit facilities. The borrower might not be all that averse to doing something 

that would harm the institution, but he/she will certainly not wish to hurt the loan officer. If the loan 

officer’s income level is partly dependent on the repayment of the loan, i.e. if a refusal to repay by 

one of his/her borrowers has a negative economic impact on the loan officer, he/she will exert social 

pressure on the borrower, both directly in conversation with that borrower, and also by indirect 

means, e.g. by complaining to his/her other borrowers about the delinquent borrower’s uncoopera-

tive behaviour. If these other borrowers regard the bank as “their” bank,13 from whose services they 

will continue to benefit as long as the bank exists and as long as it offers them favourable terms and 

conditions which – as the small borrowers also know – will tend to become less favourable as a 

consequence of uncooperative behaviour on the part of credit customers, the first borrower’s refusal 

to pay will not meet with social approval but rather with censure, and possibly, other kinds of social 

sanctions. These sanctions, and the expenses that would presumably be associated with them, 

represent costs which a borrower can expect to incur if he/she refuses to pay. The higher these 

costs, the lower the probability of a refusal to pay. 

Both the value of the future credit relationship and the possible damage to a borrower’s reputation if 

he/she defaults together form “quasi-collateral” which the borrower stands to lose if he/she defaults. 

In the Stiglitz-Weiss model, physical collateral does not solve the information problem unless it 

covers the full amount of the loan. But if the collateral does not cover the full loan amount, higher 

collateral amounts, like higher interest rates, give rise to additional (potential) costs for the borrower, 

thus increasing his/her willingness to take risks and making adverse selection more likely. The “quasi-

collateral”, unlike conventional collateral, is not a part of the contractually stipulated loan terms and 

conditions that are usually considered relevant to the investment decision, i.e. it is not considered to 

be a cost component. As it is forfeited if the loan is not repaid, and may well have a high value for the 

borrower, increasing the quasi-collateral acts as an incentive to the borrower to lower, rather than 

raise, the risk associated with his/her investment. 

                                                 

13  However, the customers will not see the bank as “their” bank unless its business is focused mainly on the 
target group. This is an argument in favour of clearly specialised, target group-oriented banks as against a 
downscaling approach involving the provision of small and micro loans through conventional commercial 
banks. 
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4.  Incentive problems at the level of the MFI  

Government agencies, enterprises and similar institutions are complex organisations. They are, at the 

same time, complex incentive systems which – with greater or lesser success – induce their constitu-

ent subunits and their individual staff members to behave in such a way that the goals of the institution 

are achieved in the best possible manner. Such an institution differs from a market insofar as it offers 

a wide variety of incentives, but these tend to be weaker than those created by a market. This does 

not, of course, imply that in enterprises and similar institutions market-type incentives could not also 

be used to influence behaviour.  

In the literature on organisation theory based on principal-agent theory, incentive problems within 

organisations are primarily seen as existing in situations where information about the skills and 

competence of potential employees is asymmetrically distributed, where the extent to which employ-

ees exert themselves is not sufficiently observable, and where employees wish to avoid effort and use 

their opportunities to make decisions in order to pursue their own goals.14  

The characteristic task or main activity of MFIs is small and micro lending. This type of operation 

requires specific resources and skills. Furthermore, an MFI must be managed. Both in lending 

operations and in corporate management, information is needed which is difficult to transfer; in both 

areas, actual exertion of effort is difficult to observe; and it is often difficult to judge whether the 

decisions that have been taken were in fact correct. Finally, MFIs almost always operate in a difficult 

environment.15  

In the following we discuss the implications of these factors for the incentive systems designed for 

loan officers and management personnel. As in the previous section, the main emphasis is on the 

question of how short-term incentives can be changed and how short-term negative incentives can be 

overridden by long-term positive incentives.  

a)  Incentive systems in small-scale lending operations 

The performance requirements for personnel responsible for lending can be described in relatively 

precise terms. Loan officers are expected to issue loans that are advantageous for the MFIs. 

                                                 

14  See in particular Jensen-Meckling, 1974.  
15  Typically, that environment is characterised by a relatively underdeveloped legal system, a relatively ineffi-

cient banking supervisory authority, and a political sphere that strongly influences the financial sector. In 
many cases, comp etition in the relevant credit market is not particularly fierce among the local banks, but 
frequently MFIs face strong competition from non-commercial credit programmes which are heavily subsi-
dised by international aid programmes.  
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Specifically, this means that they should build up a large loan portfolio, since in most cases the 

lending business is the most important source of profit for an MFI. It also means that they should 

issue a large number of small loans to relatively difficult categories of customers, such as women 

microentrepreneurs, since this accords with the MFI’s mission as an instrument of development 

policy, and with the interests of key investors and donors, and thus makes it easier to obtain onlend-

ing funds and financial support in the form of technical assistance grants. Moreover, they should issue 

loans that will be repaid, since loan defaults have an adverse impact on the MFI’s financial results, 

waste costly working time, and damage the reputation of the institution. In addition, loan officers are 

expected to behave in a cooperative manner in their working environment, and they should support 

their colleagues as and when the need arises, participate actively in credit committee meetings and 

play their part in ensuring that the MFI enjoys a good reputation among the customers for whom they 

are responsible.  

Apart from special cases, credit decisions are not taken by individual loan officers, but by a credit 

committee; nonetheless, an individual loan officer is much better informed than anyone else in the 

organisation about his/her own customers. Consequently, he/she has a key role to play. He/she 

makes a proposal that the group accepts or rejects. And to a large extent, he/she is exclusively 

responsible for taking the entire range of decisions which lead up to the establishment of credit 

relationships, and which are involved in monitoring and recovering the loan after disbursement.16 It is 

possible to only a very limited degree to observe and monitor the amount of effort that loan officers 

exert in the fulfilment of their duties, and whether they make the right decisions. 

However, while the loan officer’s input of labour is difficult to quantify, his/her performance is largely 

measurable in quantitative terms. Loan portfolio volume, loan disbursement, the size range of loans 

issued, and the repayment rate are all “dimensions of performance” which lend themselves to precise 

measurement with only a short time-lag, provided that the allocation of responsibility for individual 

loans and customers to individual loan officers is straightforward, transparent and stable over time. 

This suggests that loan officer compensation should be performance-based, and in fact, numerous 

                                                 

16  Allocating responsibilities differently within a small loan operation would not be appropriate to the specific 
characteristics and requirements of this line of business. Decision-making would be too slow, and the proce-
dure would be overly bureaucratic. The implications are straightforward: a borrower has “his/her” loan officer 
and a loan officer has “his/her” customers. This gives the loan officer considerable decision-making power 
which is constrained only by the general oversight exercised by senior loan officers or other staff in similar 
supervisory functions, which, however, only serves to limit the loan officer’s discretionary powers to a cer-
tain extent. The loan officer needs reliable, up-to-date information on the repayment behaviour of his/her 
customers. The MFI must make this information available to him/her, and in order to do so, it needs an ap-
propriate information system. 
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modern MFIs operate loan officer incentive schemes. In addition to their basic salary, the loan 

officers receive a bonus which is determined by the values they achieve for the parameters that 

constitute the “dimensions of performance”, the relative weighting of which may vary according to the 

specific objectives of each institution. A recently conducted informal survey of project managers of 

microfinance projects confirms that the behaviour of loan officers is indeed influenced by financial 

incentives.17  

Because every loan officer needs a minimum level of financial security, and because his/her perform-

ance is not solely dependent on his/her own efforts, the basic salary must be high enough to cover 

his/her basic living costs if, for whatever reason, that is all he/she is able to earn in a particular month. 

In practice, it amounts to roughly 50% of the loan officer’s average total income. The total income 

should be set at a level which makes it unattractive for good loan officers to leave the institution, 

since a low frequency of staff turnover allows the institution to accumulate information about individ-

ual customers and the clientele as a whole which will enable it to improve its credit decision-making 

over time.18  

However, performance-based remuneration must not be the only instrument which an MFI uses to 

influence behaviour. At least three others must also be applied. Direct controls and performance 

monitoring are also necessary, even if they are an imperfect means of achieving the desired goals. An 

MFI must also strive to create an intrinsic motivation for its employees to perform well. Like other 

employees, the loan officers must be able to feel a sense of solidarity with, and identify with, their 

institution to such an extent that this favourably influences their behaviour. This of course presup-

poses that the institution is one that an employee would wish to identify with; it must behave appro-

priately towards its customers and staff, and must ensure that it is perceived as doing so. The final 

component of the incentive scheme which shall be mentioned here consists of job guarantees and 

opportunities for promotion. In particular, those dimensions of performance that are not reflected in 

bonuses (e.g. cooperative behaviour towards colleagues) can be rewarded, and thus also fostered, 

by offering employees a credible prospect of long-term employment, including opportunities to 

advance within the institution. An MFI that does not cover its costs cannot give credible implicit 

promises of long-term employment because it will not exist in the long term, and an MFI that is not 

                                                 

17  For a more detailed discussion of this finding, see Holtmann (2002). 
18  This is also the reason why group loans are problematic and why we do not deal with them here. On this 

subject, see Schmidt/Zeitinger, 1998. 
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growing is scarcely in a position to offer opportunities for promotion. The implications of all this for 

the issue of governance and ownership and the overall strategy of an MFI will be discussed below.19  

b) Incentive systems for management personnel  

MFIs pursue several goals simultaneously: They are supposed to have socially relevant development 

effects; they are supposed to make a profit; and they are supposed to contribute towards building 

the local financial system by becoming stable, efficient institutions themselves. At the same time, the 

individuals who occupy management positions may have their own objectives, such as shirking and 

consumption on the job. The complexity of the institution’s designated set of functions provides a 

particularly “favourable” environment in which to pursue individual goals at the expense of the 

institution, and it is difficult to monitor whether this is in fact occurring.  

Management personnel at MFIs have a multi-task problem.20 How strong a purely financial incentive 

can, and should, be in terms of motivating performance with respect to an individual dimension 

depends on how closely the attainment of the goal in this particular area is related to the input of 

effort. The closer this correlation and the easier it is to measure the attainment of the goal, the 

stronger the performance-based financial incentives can be. The attainment of the overarching goals 

of an MFI is almost always difficult to quantify, and often the link between individual effort on the 

part of staff in management positions and the results of their efforts is much too tenuous to allow the 

definition of an appropriate formula for calculating a performance-related salary, i.e. much too 

tenuous to enable one to regard results-based compensation as the optimal solution to the problem 

of motivating management staff to perform their complex sets of tasks in such a way as to maximise 

the benefits to the institution. Of the criteria that could be applied in this context, short-term financial 

results come closest to being “objectively” measurable.  

If several goals are to be pursued simultaneously, the equal compensation principle applies: none of 

the incentives that are set for the various individual dimensions of the overall goal may be stronger 

than that which is set for the dimension for which the optimal incentive is weakest. From this, it 

follows directly that remuneration in accordance with the financial goal – regardless of the precise 

                                                 

19  Suffice it to say at this point that MFIs in particular should attach a very high value to qualities such as 
reliability, perspicacity and creativity – i.e. those qualities which are not, and indeed cannot be, covered by 
the bonus formulae for loan officers – when selecting staff for other positions, and especially when filling 
management positions.  

20  On the following, see Milgrom/Roberts (1991) and Milgrom/Roberts (1992), pp. 228-232.  
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definition of that goal – can have little more than psychological and symbolic significance, as other-

wise the other goals would not be pursued with the necessary commitment and determination. 

In principle, one financial incentive that could be considered for management personnel, in addition to 

a much higher basic salary, is a discretionary bonus. In contrast to a performance related bonus, the 

amount of which is a largely mechanical function of the level of measurable results, a bonus of this 

type can be awarded with a time-lag, and serve to reward hard-to-measure aspects of performance, 

including exertion of effort, and other inputs which are difficult to quantify. However, the utilisation of 

discretionary bonuses presupposes the existence of a body that determines the level of such rewards 

and is also willing to deal with the conflicts or discord within the institution that may be caused by 

their use.  

A discretionary bonus as compensation for a manager’s “overall performance” is not a panacea, 

however. Therefore, intrinsic motivation – by encouraging staff to identify with “their” MFI and its 

social and economic role, and by offering them job satisfaction, job security and opportunities for 

promotion – plays a key role also and especially for management personnel. If an MFI is closely 

associated with other institutions, this expands the range of possibilities for influencing behaviour 

through the prospect of professional advancement. For example, the prospect of being “promoted” 

to a position at a regional development bank or in an international consulting firm could certainly 

motivate a manager at a local MFI to behave in conformity with the complex set of objectives 

pursued by his/her institution. Explicit performance evaluations clearly have an important role to play 

in this context. Such evaluations can be carried out by other individuals, such as more senior manag-

ers, or by a board of directors, or alternatively in the form of peer monitoring as defined by Fama 

(1980).  

The key short-term incentives which influence loan officers, on the one hand, and management 

personnel, on the other, tend to be negative from the institution’s point of view. They encourage 

employees to shirk and to secure advantages for themselves which are deleterious to the institution. 

The task of “switching the polarity” of these incentives, i.e. of replacing short-term negative incentives 

to behave non-cooperatively with short-term positive and long-term positive incentives, is one of the 

most difficult challenges when building up an MFI. Given the nature of the issues involved here, this 

task falls within the general framework of agency theory in which the Stiglitz-Weiss model also 

stands. In principle, it would be possible to incorporate it more specifically into the Stiglitz-Weiss 

model, in which case the salaries paid would correspond to the loan amount, and the value of the 

work performed would correspond to the interest and principal payments. However, a formal, 
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model-based theoretical analysis would necessitate substantial modifications to the model, and will 

therefore not be discussed here.  

5.  Incentive problems relating to the initiators and owners of an MFI 

Incentive problems at an MFI exist not only at the level of lending operations and at management 

level, but also in the relationship between the owners of the institution, the sponsors and other 

persons or entities that contribute resources to promote its development, and the institution’s 

management. This can be referred to as the “governance and ownership” level. Here the question to 

be answered is: What factors determine whether, in a developing country or a transition economy, a 

target group-oriented and financially successful institution is created in the first place, and, once it has 

been created, whether or not it retains the desired characteristics? These characteristics include not 

only a comprehensively defined target group orientation (outreach) and financial sustainability, but 

also the ability and willingness to continue to develop as an institution in order to supply more 

customers with better services on a lasting basis.  

Bar a few exceptions, it is not usually the case that MFIs evolve on their own or as a result of local 

initiatives and merely require support from abroad. Typically they are created by development aid 

organisations and as such they are projects. This raises the question of which actors are involved, 

which goals each of them is pursuing, which incentives shape their behaviour, how they collaborate, 

how the incentives can be designed and influenced, and how the quality of the collaboration can be 

improved.  

In line with current ideas and current practice, financial institution building projects should be 

carried out approximately as follows: A development aid organisation (DAO) that wishes to promote 

the establishment of an MFI in a particular country will seek and find a local partner institution, or at 

least local individuals who can act as partners, and then commissions a technical implementer (TI) 

to set up the MFI. Often, though certainly not always, the TI is a consulting firm that specialises in 

this kind of assignment. The institution is established by the TI, acting on behalf of the DAO, in 

consultation with the local partner, and is then gradually, or in a single act, transferred to the local 

partners, who continue to run it in conformity with the objectives and priorities of the original joint 

venture.  

We begin the discussion by analysing an idealised relationship between the principal and the agent in 

the project to build an MFI. We then consider the role played by local partners, and finally we 
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discuss the complex relationships between the various parties involved in a modern microfinance 

project, i.e. the establishment of a formal MFI.   

a)  Incentive and cooperation problems between development aid organisations and “institu-

tion builders” 

Already in the initial phase of a project, all of the familiar information and incentive problems are 

encountered: Information about the competence of the TI to carry out the assignment is asymmetri-

cally distributed. Potential institution builders have an interest in appearing to be qualified TIs, even 

though they may not be, and this can lead to adverse selection. Furthermore, the task of building a 

financially viable target group-oriented MFI is inherently difficult, what is expected of the TI in terms 

of job performance cannot be defined precisely, and the chances of success appear small. The TI 

that has been awarded the contract is subject to the incentive to minimise its input of effort (or its 

personnel costs); and if the project fails, the TI will find it fairly easy to blame the failure on difficult 

circumstances in this particular case. In other words, the situation can give rise to moral hazard.  

In order to mitigate these problems, the principal can, prior to the signing of the contract, reinforce 

incentives for agents to present themselves and their qualifications truthfully, and to provide truthful 

reports to the principal, by designing the tender procedure accordingly. And the informational 

asymmetry that exists after conclusion of the contract can be reduced by specifying in the terms of 

reference certain measurable intermediate goals that are to be achieved during the course of the 

project, and by monitoring the agent’s performance. However, this does not mean that it would be 

feasible to entirely replace the negative incentives by positive incentives, i.e. that it would be feasible 

to eliminate agency costs altogether. Monitoring is expensive and does not always prove to be 

reliable, and it is seldom possible for the principal to define precisely the right measurable interim 

goals, i.e. to select in advance precisely those interim goals that will be most conducive to the 

successful implementation of the project if the agent’s efforts are primarily focused on achieving these 

objectives.  

In practice, therefore, relationships between DAOs and TIs tend to have a different basic structure: 

they tend to be designed with a long timeframe. Agents thus have an incentive to demonstrate their 

competence by achieving good results in order to improve their prospects of being awarded future 

assignments. They attempt to establish a good reputation – just like the local borrowers or employ-

ees of an MFI. The great advantage of this mechanism is that it also enables successes and failures 

that can only be clearly recognised “after the fact” to be incorporated into the incentive structure. Yet 
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it also has disadvantages. It creates dependencies which both sides can try to exploit. An agent can 

bring about a situation in which a follow-up assignment appears necessary, even though this is not 

really the case, and in which no other agent could be considered for the job. By the same token, a 

principal can attempt to appropriate for itself the economic value of the relationship-specific and 

project-specific (human) capital that the TI has built up. The actions of both sides can lead to a hold-

up; the relationship of cooperation is “precarious”.21 The risks which this implies can be reduced if 

the parties succeed in turning a recurring business relationship into a partnership characterised by an 

intensive exchange of information, trust, and proven options for resolving conflicts. However, 

principals could see such a partnership as a threat to their freedom of choice when awarding con-

tracts, and the superiors of those officers at a DAO who transform regular, long-term business 

relationships with certain agents into partnerships may see this practice as being nothing more than 

“cronyism” rather than an economically rational attempt to limit the agency costs of an objectively 

justified, long-term relationship of cooperation. Here too, asymmetric information leads to a situation 

in which cooperation is difficult to distinguish from corruption, the costs of which would ultimately 

have to be borne by those who could be regarded as the real “principals”, namely the target group in 

the developing or transition countries in which activities are being implemented, and the taxpayers in 

the industrialised country whose development agency is involved.  

If we attempt to transpose this particular set of circumstances to the Stiglitz-Weiss model, we find 

that, unlike in a credit relationship, adverse selection and moral hazard do not lead to a greater 

distribution of the returns, but rather tend to lower, or render negative, the expected value of the 

returns. Therefore, a business relationship with a TI is not advantageous for a DAO unless the TI is 

willing to build reputation, i.e. to provide quasi-collateral. However, if the DAO exercises its hold-up 

option, this corresponds in the model to the lender’s foreclosing on the collateral even though the 

loan has been repaid. Fear of this outcome will cause the TI to invest little in reputation-building, and 

– as can indeed be observed in practice – the DAOs are restricted in their choice to a small number 

of TIs that have not built much of a reputation. 

b) Incentive and cooperation problems in the relationship with local partners 

In an ideal-typical project implementation sequence, the second phase consists of the transfer of 

control over the MFI that has emerged from the project to local partner(s) that are usually known 

beforehand and were already involved in the first phase. A transfer of this kind is generally regarded 

                                                 

21  On the “hold-up” concept, see Klein/Crawford/Alchian (1978). 
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as politically desirable. From the viewpoint of the people who are ultimately supposed to benefit 

from such a project, however, the transfer of control to local partners is rarely a positive experience. 

This is not surprising, since those who are given control of matters as a result of the handover of a 

project are not – or at least, not normally – part of the target group which the project, as a develop-

ment-policy measure, was in fact established to promote.  

The typical project implementation sequence, with its endogenous incentive problems, can best be 

illustrated by describing so-called “upgrading” projects. In the course of upgrading, an existing 

institution, such as a local credit-granting non-governmental organisation (NGO), is first expanded 

and strengthened, and is then converted into a formal financial institution. In organisations of this type 

there is usually someone (or a group of people) to whom the institution “belongs” in an economic and 

a psychological sense. They have the authority to make decisions and as a rule they regard this fact 

as something positive, a view which is by no means incompatible with the intention of behaving in a 

socially responsible manner and helping others. For the sake of brevity, let us call these persons the 

founders. De facto, the project, or the institution which arose out of it, is almost always handed over 

to these founders. 

If the first phase of an upgrading project, the strengthening of the partner institution, is successful, this 

tends to have a negative impact on the likelihood of success in the second phase. Prior to the first 

phase, as long as the local institution is small and economically unattractive, the founders will pre-

sumably be only too pleased to allow their institution to be expanded with foreign assistance, and 

later to be restructured and transformed into a bank, in both legal and organisational terms, even if 

that means that they will lose some of the influence, prestige and income that they have acquired 

during the first phase, e.g. because they lack the specialist banking expertise that the supervisory 

authority requires of persons who run banks. Yet once the first phase is over, the founders’ situation 

changes. They now suddenly have a lot to lose from the second phase, often much more than they 

expected to be “at risk” in this situation. This gives rise to incentives to behave in such a way as to 

prevent the second phase from being implemented. And there are considerable opportunities to 

follow these incentives, especially in view of the fact that DAOs typically lack the strength of will to 

endure the kind of conflict that would be necessary to enforce the original plan. The outcome is a 

highly typical stagnation of the project-supported institution – though fortunately it is often stagnation 

at a relatively high level.  

Transposing this project scenario to the Stiglitz-Weiss model, the first phase, i.e. the founders’ gain in 

influence, prestige and income, would correspond to the disbursement of the loan. The second 
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phase, i.e. the founders’ consent to behave in a cooperative manner, would correspond to the 

repayment of the loan, but in the absence of the potential to punish non-cooperation, it would have to 

occur voluntarily, an arrangement which a bank would never agree to.  

c) Donors as owners?   

To whom does an MFI that has been built with foreign support actually belong? This question cannot 

be answered in formalistic, legal terms. Although founders enjoy long-standing rights of ownership by 

virtue of their being founders, this fact in itself is not sufficient justification for their continuing to have 

these rights after “their” institution has undergone a fundamental transformation, thereby greatly 

increasing its value. Given that, in most cases, the bulk of funds used to create and operate the MFI 

have come from the DAOs, it is they that would seem to have a stronger claim to ownership. Yet this 

line of reasoning too is overly formalistic. Many MFIs are, de facto or de jure, NGOs or non-profit 

organisations, which in any case do not have any clearly defined owners. Especially in cases of this 

nature, control over the MFI is in the hands of those who run it, i.e. the managers. Experience has 

shown that this is a problematic situation. The absence of a responsible top level of governance, and 

hence the lack of competent and active control over the managers, is the main reason why many 

MFIs do not make sufficient use of their potential and often simply fail.  

The managers of MFIs should be made accountable to people who have the necessary technical 

skills and personal attributes and also the motivation to govern the institution and exercise control. 

Instead of asking who the owner is, it therefore makes more sense to ask who should be assigned 

certain decision-making rights that are typically associated with ownership status. In the vast majority 

of cases, the process by which MFIs are created is organised and implemented in such a way that 

ownership rights can indeed be legally assigned and precisely defined.  

An economic determinant of whether a given person or entity should be awarded the position of 

owner is whether or not that person or entity has the status of a residual claimant.22 At financial 

institutions whose mission is (or should be) to promote the welfare of a certain segment of society, 

the true residual claimants are the members of the target group. They benefit most if “their” institution 

is successful, and they suffer most from its failure, which, in the present case, would cause them to 

lose their access to credit.  

                                                 

22  See Fama-Jensen, 1983 
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However, “the target group” is an abstract concept, not a specific person who could act and 

exercise control over managers. Solutions involving the appointment of representatives to fulfil 

governance functions are problematic because the target group also includes people who are not yet 

customers, and can only become customers at some point in the future if the MFI makes use of its 

potential for expansion. Furthermore, “the target group” – and often its representatives as well – lack 

the technical expertise needed to monitor managers effectively. This is, at least, an argument against 

regarding them as the sole owners and granting control rights to them alone.  

A conceivable solution to the problem of who should supervise the managers and decide on the 

MFI’s fundamental policies and strategies is to set up a board of trustees. An argument against this 

solution, however, is the fact that it is difficult to ensure that the appointed trustees will be sufficiently 

interested and motivated to undertake such a role and also to stand firm in the conflict situations 

associated with it.  

Another conceivable solution is based, in terms of its rationale, on the contributions of DAOs, the 

so-called donors, to the financing of MFIs. The DAOs that have contributed decisively to the 

establishment of such an institution can also be regarded as residual claimants insofar as they are 

likely to have an interest in the success of “their” projects, both in financial terms and from the point 

of view of development policy. Furthermore, they should have employees who are sufficiently well 

qualified to perform governance and control functions. The suggestion, put forward many years ago 

by one of the authors of this paper, that donors should regard themselves as responsible owners on a 

long-term basis, and should act accordingly, appears to run up against the same problem that would 

be encountered with a board of trustees: there is a lack of willingness to assume this role on a long-

term basis, or such a willingness is not given due recognition and support within the DAOs in 

question. The donors we know of are not prepared to accept a function of this kind. The time 

horizon of these organisations – and specifically the (organisationally determined) time horizon of the 

people who intend to build their careers within them – does not appear to be long enough to enable 

the long-term interest in the development of “their” MFIs to outweigh the short-term interest in a low 

level of effort and conflict.  

This leads to a regrettable conclusion: Important though it would be to do so, it seems to be quite 

difficult to find individuals or institutions to serve as owners in a functional or economic sense who 

would be willing and able  

(1) not only to monitor the executive managers of “their” MFI with regard to their routine activi-

ties, but also  
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(2) to ensure that in the institution-building process, which is in effect a never-ending process, the 

necessary balance between development policy goals and financial goals is maintained, thus 

safeguarding the stability of the MFI, and  

(3) to push through the measures needed to provide for the stable but dynamic development of 

the institution against the interests – and resistance – of those who stand to gain from pre-

serving the status quo and securing their own positions. 

The Stiglitz-Weiss model is not applicable to the governance and ownership problem described here, 

because it would have to be assumed that the bank had no interest at all in recovering the loan. 

6.  How the various incentive problems are interrelated - or: “Why so many small loan 

projects have failed” 

In the preceding three sections we have attempted to delineate a general pattern. Over the short 

term, the incentives that exist for those who are better informed and whose behaviour is of essential 

importance for the success of the cooperation tend to be negative, i.e. they are such that an individual 

maximises his/her own advantages at the expense of others, even accepting damage to the other 

party.  If this is not anticipated by the other party, the damage occurs. If it is anticipated and no way 

can be found to change the nature of the incentives, then the “truly” advantageous transaction or 

cooperation which the relationship was supposed to facilitate does not take place. This also applies 

in a very similar form to the relationships between an MFI and its borrowers, those between an MFI 

and its employees, and those that exist between the various actors whose cooperation is crucial for 

the creation and development of a socially relevant and economically stable financial institution.    

The incentives for non-cooperative behaviour are particularly easy to recognise, and presumably also 

particularly effective in practical terms, in situations where the specific relationship in question is to a 

large extent “market- and exchange-like”, i.e. a non-recurring interaction without any personal ties 

between the parties.  

In all of the contexts that we have discussed, there are opportunities to counter negative incentives 

with positive incentives to provide truthful information and to behave in a cooperative manner. 

Certain of the mechanisms for influencing behaviour are also short-term in nature, and are thus 

directly comparable to the negative behavioural incentives. This is true, for example, of physical 

collateral and monetary incentives that are used to influence the behaviour of loan officers. It would 

also be true of performance bonuses paid to institution builders to reward successes and thus 
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motivate them to increase their efforts. But even when designing such incentive systems, which have 

their intended effects over the short term, there is a long-term, or intertemporal, dimension which 

must be taken into account: An MFI must be willing to liquidate collateral in order to acquire a 

reputation for strictness; and performance-based compensation systems must be designed in such a 

way that they can be modified over time to reflect changing conditions, and they must at the same 

time be fair. As helpful as they may be in specific cases, short-term incentive systems do not the 

fundamental problem. As a rule, their inability to do so is an outgrowth of the fact that the desired 

cooperative behaviour has several dimensions which cannot all be observed equally well, and cannot 

all be influenced to the same extent by the application of incentives.  

It is, however, more important to ensure that the short-term incentives to behave in a non-

cooperative manner can also be countered by long-term positive incentives. Borrowers are moti-

vated to repay by the expectation that they will continue to receive loans in the future if they meet 

their contractual obligations regarding interest and principal payments. If employees perform well, 

they expect a reward in the form of job security and opportunities for promotion, and consultants 

strive to achieve exceptional results in institution building projects primarily because a failure to do so 

would damage their reputation, and this could in turn have an adverse impact on their chances to 

obtain future contracts.  

Thus, at all three levels there are a number of instruments that can be used to influence behaviour. In 

the preceding sections, we dealt with each of the three levels separately, looking at both the short-

term and long-term incentive mechanisms, and also examining their relationship to each other. The 

general pattern that characterises the way in which they relate to each other tends not to be one of 

substitutionality. Opportunities for advancement given to loan officers at an MFI are not a substitute 

for monetary performance bonuses. Rather, they are a necessary complement to such opportunities: 

precisely because strong incentives to perform well over the short term can be established for loan 

officers on the basis of easily measurable performance indicators, there is a danger that less easily 

measurable dimensions of performance will be neglected. This has to be countered in some way, and 

opportunities for promotion in particular can prove to be a suitable means of achieving the desired 

effect.  

If we view the incentive mechanisms at the three levels in isolation, what we are able to discern will 

only be able to tell us a limited amount about the incentives in question. How incentives at one level 
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(may) function will depend on what incentives exist at other levels and on how these other incentives 

function. An analysis of the historical development of the three levels shows the existence of a 

relationship of dependence running from the bottom to the top: As long as it was not possible to 

grant small loans successfully, it was not necessary to think much about incentives at the level of the 

enterprise because loan defaults in any case accounted for by far the largest share of the costs. Then 

it became apparent that it is easier to recruit staff for the credit department, and that they will be 

more dedicated and more willing to work hard, if the credit technology used by the institution 

produces high repayment rates, and if they themselves also benefit from the good financial perform-

ance achieved by the institution in its lending business. And, quite logically, no one focused on the 

governance structure until it was clear that the problems at the level of the enterprise could be solved.  

However, the relationship of dependence between the various incentive problems and incentive 

systems is not a “one-way street” running only from the bottom to the top, as could be inferred from 

the preceding discussion. It also runs from the top to the bottom (see Fig. 5): Experience has shown 

that a borrower’s willingness to repay a loan depends above all on two factors. One is the bor-

rower’s relationship with “his” or “her” loan officer. If the loan officer is not motivated both extrinsi-

cally and intrinsically, i.e. if he/she is not subject to the correct incentives, he/she will not perform 

his/her tasks well and his/her customers will quickly become “problem borrowers” for the MFI. The 

second factor is the likelihood that the borrower will also receive a loan at some point in the future 

when he/she needs one. And this, in turn, depends decisively on the sustainability of the MFI, i.e. on 

whether it will continue to exist over the long term. The experience gained in a great many microfi-

nance projects gives grounds for assuming that this is not very likely to be the case, and this same 

experience clearly shows that the symptoms of crises at MFIs – and, specifically, crises at the 

management level – very quickly become visible in the form of repayment problems. This under-

scores that the way in which the institution in question is managed, monitored and financed is of 

crucial importance. And, as has already been emphasised, the way in which these functions are 

fulfilled is strongly dependent on the way in which the incentives for the management personnel, the 

 

Solution is 
basis for 

relevance of 

Solution is 
basis for 

solution of 

AGENCY PROBLEMS IN  
THE EMPLOYMENT RELATIONSHIP 

GOVERNANCE  
PROBLEMS 

AGENCY PROBLEMS IN  
THE CREDIT RELATIONSHIP 

Solution is 
basis for 

relevance of 

Solution is 
basis for 

solution of 



32 
 

initiators of the project and the owners have been designed.  

Fig. 5: Microfinance as a set of interconnected incentive problems 

The situation as regards the institution’s staff members is analogous. Their incentives to perform well 

are largely a function of how they see their future prospects as employees of their institution and how 

they assess the prospects of the institution. Often, a decline in employees’ willingness to work hard, a 

high staff turnover rate and acts of fraud should not be seen as the causes of a crisis, but – like 

repayment problems – interpreted as an indication that a crisis is emerging.  

Finally, there are also more complicated relationships of dependence that need to be taken into 

consideration. The effectiveness of monetary incentives for loan officers is ultimately determined by 

how the borrowers view the future prospects of the MFI, and specifically by how they assess its 

stability, and by the way in which they behave as a reflection of these assessments. Even the most 

sophisticated incentive system for loan officers will prove unworkable if it is implemented at an 

unstable bank.  

Thus, the relationship between the incentive systems can be characterised as one of interdependence. 

If incentive systems at one level collapse, this will result in chain reactions at the other levels. And this 

in turn suggests that, as a practical matter, the task of designing the incentive systems is not one 

which can be fulfilled satisfactorily if one deals with only one of the three levels in isolation. An 

analysis of microfinance clearly demonstrates that incentive systems really are systems, i.e. they can 

only function if all of their constituent elements fit together and complement each other.  23  

7.  Networks are the solution  

Overall, the experience gained over approximately the last ten years in building MFIs has been 

mixed. On the one hand, we have learned that if an appropriately designed credit technology is used, 

it is possible to issue, at a reasonable cost to both the institution and the borrowers, small loans 

which will be repaid; and that it is possible, at an acceptable cost to the international donor commu-

nity and in a relatively short time, to build MFIs which are not only able to cover their costs but in 

                                                 

23  Incentive systems are only one "pillar" of the "organisational architecture" of an institution. The other two are 
the allocation of decision-making authority and the way in which the success of individuals’ performance is 
measured. On this point, see Brickley/Smith/Zimmerman, 1997, pp. 172-191. The proposition that the individ-
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fact generate a profit and have socially desirable impacts. We have also learned that the problems 

involved in lending and those entailed in “running” MFIs can be solved using a largely standardised 

approach even though these institutions operate in widely differing environments. 

However, not all of the experience has been positive. The success rate for institution-building 

projects in the area of small-scale lending has been disappointingly low. The conventional approach, 

i.e. upgrading, which was described in section 5, has often not produced the desired results. 

Differing notions of what constitutes a good MFI, and thus of how the ultimate goal of the project 

should be defined, have given rise to conflicts within the “troika” consisting of a DAO, a TI and one 

or more local partners, and the transfer of control over projects to local partners has frequently led 

to stagnation at the partner institution and/or to a shift away from the target groups it was originally 

intended to serve. In many cases, these problems have also had negative repercussions on the 

employees of the MFI and on the borrowers’ repayment behaviour.  

There are two other important lessons which have been drawn from the experience of recent years: 

No single DAO has at its command all of the promotional instruments that are needed to build an 

MFI. And many of the problems that must be solved in financial institution building are encoun-

tered again and again in a very similar form. Particularly if this feature of the institution building 

process is to be exploited in strategic terms, it makes sense for the same group of actors not only to 

carry out individual, isolated projects, but rather to implement a series of such projects in relatively 

rapid succession. But this would require an input of personnel and financial resources that would far 

exceed what any individual DAO could provide.  

In our opinion, the conventional strategy of building individual MFIs in isolation, and with the financial 

support of individual donors, should be replaced with a strategy based on cooperation. This strategy 

would have to be embraced and implemented by a relatively small group of DAOs, or – and this is a 

very important point in the present context – by a relatively small group of persons within these 

DAOs that have a shared notion of what constitutes a good MFI and what makes for a meaningful 

strategy of institutional development. Working in collaboration with an experienced institution 

builder or technical implementer, this group will be in a position to utilise the various instruments at 

its disposal to build a number of MFIs in rapid succession, and also to perform the important 

                                                                                                                                                         

ual parts are interdependent, and the pragmatic implication that the system must be designed as a coherent 
whole, apply in an analogous manner to the organisational architecture of an MFI. 
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functions of the institution’s owners, including that of monitoring its development and performance. 

Moreover, the MFIs created in this way will form a network, among whose component parts not 

only knowledge but also qualified personnel, and perhaps also financial resources, can flow.  

The structure and mode of operation, as well as the advantages, of a network of this type have been 

described in considerable detail elsewhere.24 Here we will restrict ourselves to a discussion of the 

incentive-related issues. There are three incentive problems which a network – or “strategic alliance”, 

as it could also be called – proves to be better at solving than does the conventional strategy, and 

given the interdependence of incentive problems as outlined in section 6, this also has repercussions 

on other elements of the incentive systems. As will become apparent immediately, the fact that 

incentive problems are interdependent is important in a general sense in terms of understanding how 

the network functions. 

(1) The incentive problem for mid- and high-level managers (and other staff at these levels) can be 

mitigated if the institution in which they work is developing and expanding rapidly, if it offers them 

challenging tasks, if it can pay its employees well, if it is well regarded in the social environment in 

which it operates, if it is growing, and above all if it offers its staff members opportunities for ad-

vancement. If several DAOs25and a well-qualified and well-motivated TI promote an MFI and also 

remain actively involved in its development after the completion of the initial establishment phase, 

then both the chances of success for the venture and the staff members’ opportunities for advance-

ment will be good, and this will be of decisive importance when it comes to motivating the employ-

ees.   

Particularly for exceptionally well qualified staff, the fact that an individual MFI is part of a network 

of affiliated MFIs means that they will also have opportunities to be “promoted” to jobs at other 

institutions within the group. This could prove to be problematic because the “transfer” of a good 

staff member from one institution to another might of course have a detrimental effect on the institu-

tion to which the employee was initially assigned. In economic and legal terms, such a transfer 

represents a shift of assets. But if the institutions that are involved all have more or less the same 

                                                 

24  See Schmidt/Zeitinger, 2001, who describe a specific network. There are, however, other groups of institutions 
that would qualify as networks in the sense in which the term is used here; at the very least, the one that has 
been created by ACCION could be cited. 

25  Here it is essential to ensure that the organisations in question embrace the above approach to institution 
building and actively support its implementation. 
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owners, and if such shifts of assets occur fairly often, there will not be anyone who would suffer a 

loss as a result of the “promotion”. The “corporate group” has an interest in ensuring that the best 

staff members are assigned to the specific positions where they are most urgently needed and in 

ensuring that it can motivate them by offering them “promotions” of this type. This may take prece-

dence over the interests of the individual institutions, even though, in legal terms, a “corporate group” 

does not even exist.  

(2) As was described in section 5, one key incentive problem is that which exists in the relationship 

between the principal and the agent in the institution building process. In the context that has been 

delineated here, the agent is the TI who is a member of the network. Regardless of the specific legal 

arrangements that have been defined, the DAOs that are part of the network can be regarded as the 

principals. But there are also other actors that can be viewed as the principals, namely those who are 

the owners of the MFI in a legal sense. And while these two groups are not identical, they do 

overlap, and this overlap is intentional. It is important for the TI to be obliged to achieve the goals set 

by both groups of principals, i.e. to be required to achieve both the developmental and financial goals 

that have been defined for the project. The fact that there are two sets of objectives can lead to 

conflicts, but if these conflicts can be discussed openly among the partners in the network and 

resolved directly by them, they will have far less serious repercussions for the successful implementa-

tion of the projects than they would if the conventional approach were applied. It can be expected 

that this positive effect will be achieved above all in situations where the network includes both 

private investors who tend to be more interested in financial results and other institutions which are 

more interested in achieving developmental objectives. Provided the appropriate coordination 

mechanisms have been installed, and that they are working properly, this will ensure that priority is 

not given to one of the two sets of goals to the complete exclusion of the other, but rather that a 

balance is invariably struck which, in the final analysis, advances the objectives of both groups.  

In view of the basic structure of short-term incentives, it is essential to be able to put pressure on the 

TI to perform well, and in this context the network provides opportunities to compel the TI to “prove 

its reliability”, i.e. to demonstrate its commitment and competence. The fact that projects are imple-

mented in relatively quick succession, and the fact that the cooperative relationship is intended to be 

long-term in nature, put strong pressure on the TI to prove itself to be a conscientious, well-qualified 

and reliable partner. For one thing the net present value of the principal-agent relationship is still 

considerable even if the TI makes (or must make) a great effort in order to ensure the success of the 
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project. For another, it will not be in a position to attribute poor results in more than just a few 

projects to the presence of unfortunate circumstances. In view of the value of the principal-agent 

relationship for the TI, this in turn eliminates the incentives which it might otherwise have had to 

minimise its own costs at the expense of others. At the same time, the design of the collaborative 

relationship creates scope for varying, “differentiated” responses to situations in which it appears that 

the TI has not made its best effort to achieve the goals that have been defined. In addition to exit – 

the classic instrument that is used to induce an agent to prove its reliability, and whose use would in 

some cases amount to “overkill” in the context we have delineated – in a network, where loyalty is 

in fact present and plays a functionally important role, the instrument voice – as defined by Albert 

Hirschman – will also be utilised.26  

(3) Finally, there is the incentive problem which is encountered after the completion of an initial, 

narrowly defined establishment phase, and which was also  mentioned above. Institutions that have 

provided support for the establishment of an MFI may subsequently prove to be unwilling to oversee 

its ongoing evolution with a view to ensuring that it is stable, that it is developing as intended, and that 

it remains firmly committed over the long term to serving its designated target groups. They do not 

wish to function as “active and responsible owners”. In other words, they do not have an adequate 

incentive to function as economic  

(co-)owners, even though it would presumably be in the best interests of the target groups, and of 

the MFIs’ staff members, for them to do so.  

There are a number of possible reasons for this type of behaviour and for the existence of the 

incentive problem of which it is a reflection. One reason might be the existence of strategic priorities 

which make it appear advisable from the standpoint of development policy for a given DAO to 

“withdraw” from a project completely. But a desire to reduce costs or the simple desire to avoid 

having to take on additional tasks can also be responsible for the unwillingness to assume the 

functions of an owner. An interest in reducing costs or reducing the input of effort at the expense of 

others is usually an outgrowth of incentive problems. In other words, it is a product of the incentive 

structure that is in place within the institution. And for this incentive problem as well, the network 

offers at least a partial solution.  

                                                 

26  See Hirschman (1970)  
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The first step here must be to change the conviction that, in financial institution building, it is, or could 

be, beneficial from the point of view of development policy for a DAO to completely terminate its 

involvement in institutions it has helped to establish. Not only does the opposite view appear (to us) 

to make more sense from the standpoint of development policy; it is also one of the foundations for 

the consensus on which the functioning networks of which we are aware are in fact based.27 The 

notion that DAOs should assume a certain amount of responsibility over the long term for the 

institutions they promote is, however, not just something that has grown out of firm convictions 

regarding developmental strategies and priorities. It also results from an analysis of very tangible, 

specific interests, and of (quantifiable) costs and benefits. If the members of the network are also 

owners of the MFIs, and if, as organisations, they take their obligations as owners seriously, they will 

also have a direct financial interest in ensuring that “their” MFIs develop as planned. And if these 

institutions are commercially oriented and perform successfully, the owners’ financially-motivated 

interest in overseeing and guiding the development of these entities should be relatively strong.  

In addition, the organisations and the relevant members of their staffs may have an interest in promot-

ing the successful development of the MFIs. If the organisations and the responsible individuals in 

these organisations have entered into a publicly visible commitment to serve the best interests of 

“their” MFIs, then this should strengthen their incentive to make use of their legal and financial 

ownership position to play an active ownership role in the institutions.  

It should be noted, however, that, here as well, there is a problem of time-inconsistency which must 

be addressed: At most DAOs, staff members presumably stand a better chance of enhancing their 

professional reputations and their images in the public and political sphere if they participate in the 

creation of a new MFI than if they are actively involved over a long period of time in work having to 

do with existing MFIs. As a result, every DAO will prefer to become involved in the new projects 

rather than continuing its involvement in the old ones. But if they all behave in this way, the new 

projects – not to mention the old ones – will have no chance of succeeding. Fortunately, though, the 

network offers its members opportunities to coordinate among themselves regarding the exercise of 

active monitoring – which is a “public good” that is important for all of the owners – as well as 

opportunities to prevent free-rider behaviour in this area. Specifically, in an extreme case, a member 

                                                 

27  Networks which fall into this category, and the conditions that must be met in order for them to be capable of 
functioning, were described and discussed at the "Fourth Seminar on New Development Finance", which was 



38 
 

of the network which did not meet its monitoring-related obligations even though it was an owner of 

MFIs would have to be forced to leave the group, or at least to terminate its involvement in certain of 

its projects. In view of the loss of reputation that would be caused by such a step, and given the 

considerable sunk costs of a relationship-specific nature that are incurred in the process of building a 

network, the threat of this type of “punishment” will probably have a positive incentive effect. 

In view of the points raised in the preceding discussion, it can be assumed that if a group of institu-

tions and persons that collectively have considerable resources at their disposal, and are in a position 

to mobilise additional resources from external sources, engage in close but flexible cooperation over 

a long period in a network, it will be possible to arrive at better solutions to the incentive problems 

faced by MFIs – above all, those which are particularly hard to deal with effectively – than have 

been feasible with the conventional approach to building such institutions. It almost goes without 

saying that implementing this institutional solution may create other problems, including incentive 

problems. It remains to be seen whether individuals’ incentives to pursue their own personal goals at 

the expense of others can in fact be monitored effectively – and curbed to the necessary extent – in a 

network. But given that MFIs are much more likely to be successful if they are initiated and operated 

by a network, the network creates value for its members. Thus, for their part, the participating 

institutions have a substantial incentive to create the kinds of internal incentive systems needed to 

motivate their staff members to perform the functions of active and responsible owners. And the 

better the performance of the staff members in fulfilling these functions, the greater will be the value of 

the MFIs, and hence the value of the network. This creates a “virtuous circle”, as the higher value of 

the network in turn increases the incentives for the DAOs to motivate their staff members.  

                                                                                                                                                         

held at the beginning of September 2001 in Frankfurt am Main.  



39 
 

References 

Adams, D. et al. (eds.) (1984): Undermining Rural Development with Cheap Credit, Boulder 

Baron, J.N./Kreps, D.M.(1999): Strategic Human Resources: Frameworks for General  
Managers, New York, John Wiley  

Brickley, J./Smith, C.W./Zimmerman, J.L (1997): Managerial Economics and Organizational 
Architecture, Chicago. 

Diaz-Alejandro, C. (1985): Good-Bye Financial Repression, Hello Financial Crash, in: Journal of 
Development Economics, pp. 1 - 24 

Fama, E. (1980): Agency Problems and the Theory of the Firm; in: Journal of Political Economy, 
Vol. 88, pp. 288 - 307 

Fama, E./Jensen. M. (1983): Agency Problems and Residual Claims; in: Journal of Law and Eco-
nomics, Vol. 26, pp. 327 – 349 

González-Vega, C. (1984): Credit-Rationing Behavior of Agricultural Lenders: The Iron Law of 
Interest Rate Restrictions, in: Adams et al. (1984), pp. 78 - 95 

Hirschman, A.O. (1970): Exit, Voice, and Loyalty. Responses to Decline in Firms, Organizations 
und States, Cambridge, Mass. 

Holmström, B./Milgrom, P. (1991): Multitask Principal-Agent Analyses: Incentive Contracts, Asset 
Ownership, and Job Design; in: Journal of Law, Economics and Organization, Vol. 7 (Special 
Issue), pp. 24 - 52 

Holmström, B./Milgrom, P. (1994): The Firm as an Incentive System; in: American Economic 
Review, Vol. 84, pp. 972 - 991 

Holtmann, M. (2002): Anreizsysteme in Mikrofinanzinstitutionen, Diss. Frankfurt/M. (draft) 

Jensen, M./Meckling, W. (1976): Theory of the Firm: Managerial Behavior, Agency Costs and 
Ownership Structure; in: Journal of Financial Economics, Vol. 3, pp. 305 –360 

Klein, B./Crawford, R.A./Alchian, A.A. (1978): Vertical Integration, Appropriable Rents, and the 
Competitive Contracting Process, in: Journal of Law and Economics, Vol. 21 (October), pp. 
297 - 326 

Krahnen, J.P./Schmidt, R.H. (1994): Development Finance as Institution Building, Boulder, Col. 

McKinnon, R.I (1973): Money and Capital in Economic Development, Washington, D.C. 

MicroBanking Bulletin: www.microbanking-mbb.org  

Milgrom, P./Roberts, J. (1992): Economics, Organization and Management; Englewood Cliffs, NJ 

Richardson, D.C. (2000): Unorthodox Microfinance: The seven Doctrines of Success, in: Micro-
Banking Bulletin, February 2000, pp. 3 – 7 

Schmidt, R.H./Zeitinger, C.-P. (1998) "Critical Issues in Microbusiness Finance and the Role of 
Donors", in: Strategic Issues in Microfinance (eds.: Kimenyi, M.S./Wieland, R.C./ Von Pis-
chke, J.D.), Avebury 1998, pp. 27-51. 

Schmidt, R.H./Zeitinger, C.P. (2001): Building New Development Finance Institutions Instead of 
Remodelling Existing Ones, in: Small Business Development, Vol. 12, No. 2, June, pp. 32-43  



40 
 

Shaw, E.S. (1973): Financial Deepening in Economic Development, New York, N.Y. 

Shelling, T.C. (1960): The Strategy of Conflict, Cambridge, Mass. 

Stiglitz, J.E./Weiss, A. (1981): Credit Rationing in Markets with Imperfect Information, in: American 
Economic Review, Vol. 71, pp. 393-410. 

Stiglitz, J.E. (1986): The New Development Economics, in: World Development, Vol. 14 , pp. 257-
265. 

Tschach, I. (1995): Kleinkreditprogramme als Mittel zur Armutsbekämpfung? Möglichkeiten, 
Grenzen und Alternativen zur Schaffung einer funktionierenden Finanzintermediation, Diskus-
sionsbeitrag Nr. 67 des Ibero-Amerika-Instituts für Wirtschaftsforschung, Göttingen. 

Tschach, I.(2002): The Theory of Development Finance – How Microcredit Programmes Alleviate 
Credit and Labour Market Segmentation, Frankfurt/Main  

Tschach, I. (2002a): Assessing the Importance of Credit Access and Intertemporal Linkages as the 
Incentive for Loan Repayment, mimeo, Frankfurt/Main 

Von Pischke, J.D. et al. (eds.) (1983): Rural Financial Markets in Developing Countries, Balti-
more/London 

Williamson, O. (1985): The Economic Institutions of Capitalism; New York et al. 

 


